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Investment Companies Industry 
Developments— 1997/98
Industry and Economic Developments
Executive Summary
• Asset levels for the mutual fund industry exceeded $4 trillion by 
mid-1997, placing it second only to commercial banks.
• The mutual fund industry continues to attract billions each month 
in investment dollars.
• Auditors should carefully consider the impact of rapid growth and 
mergers and acquisitions on an investment company’s existing inter­
nal control. In addition, competitive forces may affect investment 
strategies. Auditors should therefore consider whether new invest­
ments are appropriately accounted for and valued.
What are the significant industry and economic events of 1997 
that are relevant to the audits of investment companies?
A steady inflow of retirement funds from aging baby boomers 
along with the strength of U.S. stocks propelled mutual funds to 
continued record growth through August 1997. This pattern of 
growth has now placed the industry at the forefront of domestic 
financial services. Federal Reserve statistics show that among 
major financial intermediaries, mutual fund assets rank second 
only to commercial banks. Currently, 36.8 million households, 
or about 63 million individuals, own shares in mutual funds, 
while approximately one-fifth of all U.S. retirement assets are in­
vested in mutual funds.
By August 1997, the combined net assets of the nation’s mutual 
funds totaled approximately $ 4.2 trillion compared with $3.2 
trillion at the same time last year. Total net assets of stock funds 
were $2.2 trillion, bond and income fund assets totaled $ 972 bil­
lion, taxable money market fund assets increased to $865 billion, 
and tax-exempt money market fund assets increased to $ 155 billion.
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The year began with net cash inflows (a common measure of de­
mand for mutual fund shares) into the entire mutual fund indus­
try of $53.5 billion for the month of January—driven largely by 
retirement account activity and the investment of year-end 
bonuses. Inflows dropped to $42 billion in February, then de­
clined precipitously in the succeeding months to $9.4 billion in 
March and a net outflow of $(5.8) billion in April. The remain­
der of the second quarter showed a rebound, with inflows of $33 
billion and $20 billion in May and June, respectively. Net cash 
inflows totaled $46 billion in July and $51 billion in August.
Mutual fund economists expect continued growth through the 
end of the century, with the probability of a recession considered 
remote. Industry analysts are predicting the following for mutual 
funds during the next few years:
• Competitive forces will remain high, thus increasing costs 
to compete while putting pressure on profit margins.
• Merger and acquisition activity is expected to increase in 
response to competitive pressures as firms attempt to 
broaden product lines, secure new distribution channels, 
and exploit synergy (twenty five of the fifty largest fund 
sponsors have been involved in some type of merger or ac­
quisition over the last ten years).
• The amount of retirement dollars flowing into funds is ex­
pected to grow.
• Mutual fund industry assets will exceed $6 trillion by 2001.
• Revenue growth of 13 percent per annum is expected 
through 2001.
• Households will continue to hold the largest share of mu­
tual fund assets, currently at 75 percent.
• The growth rate of funds of funds (mutual funds that hold 
shares in other mutual funds), whose assets have more than 
tripled over the past three years, will continue.
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In conducting their audits of investment companies, auditors 
should, pursuant to AICPA Statement on Auditing Standards 
(SAS) No. 22, Planning and Supervision (AICPA, Professional 
Standards, vol. 1, AU sec. 311), consider the industry and eco­
nomic environment in which the entity operates, such as those 
factors detailed above. For example, current trends suggest con­
tinued and significant asset growth, along with increased 
merger and acquisition activity. In addition, with competitive 
forces expected to continue, cost-cutting measures may be im­
plemented by fund sponsors or servicing agents to maintain 
profit margins. Consideration should be given to whether these 
factors will place a strain on a fund’s existing internal control. 
In such circumstances, auditors may find it necessary to assess 
control risk at higher levels for some or all of the investment 
company’s financial statement assertions and to adjust the scope 
of their audits accordingly. If the auditor concludes that weak­
nesses in internal control constitute significant deficiencies that 
could adversely affect the investment company’s ability to 
process and report financial data, reportable conditions, as de­
fined in SAS No. 60, Communication o f Internal Control Related 
Matters Noted in an Audit (AICPA, Professional Standards, vol.
1, AU sec. 325) exist. In addition, for registered investment 
companies, identified material weaknesses in internal control 
should be reported in accordance with the requirements of Se­
curities Exchange Commission (SEC) Form N-SAR (see para­
graph 9.11 of the AICPA Audit and Accounting Guide, Audits 
o f Investment Companies).
Growth and competitive forces may also cause investment com­
panies to adopt new trading strategies that might include the 
use of more innovative or speculative investment vehicles. Audi­
tors should evaluate carefully the manner in which such trans­
actions are accounted for (including valuation of investment 
positions) and consider whether they adequately reflect the un­
derlying investment.
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Regulatory and Legislative Developments
Illegal Acts Reporting Rule
What are the auditor's responsibilities under the SEC's Illegal 
Acts Reporting Rule?
The SEC has adopted modifications to Section 10A reporting re­
quirements of the Securities Exchange Act of 1934. Under Sec­
tion 10A, independent auditors are required to report to an 
investment company’s board of directors certain “uncorrected” il­
legal acts. Such acts must be reported to the board if the follow­
ing criteria are met:
1. The illegal act has a material effect on the financial 
statem ents.
2. Management has not taken timely and appropriate reme­
dial actions.
3. Failure to take remedial action is reasonably expected to 
warrant either a qualified audit opinion or resignation 
from the engagement.
If such notification is presented to the board, the board must no­
tify the SEC within one business day after it has received notifi­
cation from the auditors. If the board does not notify the SEC, 
the SEC’s reporting rule requires that the auditor must deliver the 
report to the SEC within one business day, whether or not the au­
ditor has resigned from the engagement.
SEC Examinations— Deficiency Findings
Can SEC deficiency findings suggest audit risk areas?
The Investment Company Act of 1940 is considered one of the 
most complex SEC statutes. Investment company activities are 
subject to pervasive and substantive regulation that goes far be­
yond the disclosure and antifraud provisions of other federal 
securities laws. The Investment Company Act contains provi­
sions relating to such matters as capital structure, assuring the in­
tegrity of fund assets, prohibiting or regulating conflicts of 
interest, and investment limitations. Restrictions are imposed not
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only on the funds themselves, but also on their investment advis­
ers, principal underwriters, directors, officers, and employees.
The SEC conducts examinations of investment companies to 
evaluate their compliance with SEC regulations. Although typi­
cally very few of those examined are found to have committed vi­
olations requiring referral to the SEC’s Enforcement Division, a 
significant number do receive letters citing various deficiencies in 
compliance. Because some of the issues considered by the SEC 
may have audit implications, auditors can benefit by being famil­
iar with the more common deficiency findings. Examinations of 
investment companies performed during 1996 by the SEC’s Of­
fice of Compliance, Inspections and Examinations resulted in the 
issuance of deficiency letters to 82 percent of those entities exam­
ined. The breakdown of deficiencies, along with the percentages 
of letters in which each type of deficiency appeared is as follows:
• Conflicts of interest— 46 percent
• Registration and SEC Filing— 40 percent
• Internal control procedures— 40 percent
• Books and Records— 39 percent
• Role of board of directors— 25 percent
• Prohibited transactions—22 percent
• Computation of Net Asset Value— 20 percent
• Custody— 19 percent
• Fidelity bonding— 19 percent
• Marketing and Performance Calculation— 17 percent
• Contractual arrangements— 13 percent
• Investment policies— 11 percent
• Distribution activities and expenses— 11 percent
• Senior securities and leverage— 8 percent
• Rule 2a-7— 8 percent
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While several of the above deficiencies relate to matters of regula­
tory compliance which do not have a material effect on financial 
statement assertions, the presence of deficiencies in a number of 
areas may indicate the absence of an effective control environ­
ment as described in Statement on Auditing Standards (SAS) No. 
78, Consideration o f Internal Control in a Financial Statement 
Audit: An Amendment to Statement on Auditing Standards No. 55 
(AICPA, Professional Standards, vol. 1, sec. 319). If funds have 
been examined by the SEC during the year under audit, the audi­
tor should review a copy of the examination report as part of the 
planning process to consider whether reallocation of resources to 
assertions that may be affected by areas cited is appropriate. For 
funds not so examined, the auditor should review such docu­
ments as minutes of the fund’s Board of Directors/Trustees (and 
relevant committees thereof) and make appropriate inquiries of 
management to identify compliance issues that may have arisen 
during the year.
Soft Dollar Arrangements
What are the issues relating to so-called “soft dollar” 
arrangements?
Given recent SEC examinations and enforcement proceedings, 
much attention has been focused on the issue of so-called “soft 
dollar” arrangements. Typically, these arrangements provide that, 
in exchange for brokerage commissions from transactions for 
client accounts, a fund manager may receive, for example, re­
search or execution services from a broker-dealer in addition to 
the execution of the transactions. A soft dollar arrangement may 
provide investment research, such as earnings estimates to a 
money manager, depending on the amount of brokerage placed 
with that broker. SEC concerns relate to whether the money 
manager is using client assets to obtain services—particularly ser­
vices other than research— it might otherwise have to pay for. Re­
cent SEC inspections have identified instances where the 
manager’s operating expenses (such as rent and telephone 
charges) were paid through soft dollars, representing potentially 
undisclosed additional compensation to the manager.
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Other “directed” brokerage arrangements include situations 
where brokerage transactions are placed with a certain broker 
who agrees to pay for services provided directly to the client (in­
cluding an investment company) based on transaction volumes. 
In addition, some fund servicers (such as custodians or transfer 
agents) may provide explicit credits against their fees for non-in­
terest-bearing cash balances maintained on deposit. SEC regula­
tions require investment companies to add back to specific 
expense categories the amounts of expenses paid by others on be­
half of the fund through such arrangements and to separately re­
flect an expense reduction for the benefits received. Auditors 
should carefully scrutinize such arrangements to ensure that they 
are accounted for in a manner that appropriately reflects the un­
derlying substance of the transactions.
SEC Rules Implementing Amendments to the Investment Advisers Act
The SEC has adopted new rules and rule amendments under the 
Investment Advisers Act of 1940 to implement provisions of the 
Investment Advisers Supervision Coordination Act (the Coordi­
nation Act), the title of the National Securities Markets Improve­
ment Act of 1996 that reallocates regulatory responsibility from 
investment advisers between the SEC and the states. The Coordi­
nation Act provides the SEC with exclusive registration authority 
over advisers to investment companies and advisers with at least 
$25 million in assets under management. All other advisers (with 
certain defined exceptions) are prohibited from registering with 
the SEC and thus are subject to state registration requirements. 
The new rules relate to—
• SEC registration
• Investment Adviser representatives and solicitors
• Exemptions from the prohibition on SEC registration
• National and federal de minimis standards
• New Schedule I to Form ADV
• Recision of Form ADV-S.
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Auditors should be aware of instances in which primary regula­
tory responsibility for an adviser has changed as this may result in 
changes in required financial statements for filings audited or 
other schedules. The rules became effective on July 8, 1997, ex­
cept for the exemptions from the prohibition on SEC registra­
tion, which became effective sixty days after the rules are 
published in the Federal Register. The rules can be downloaded 
from the Internet at http://www.sec.gov.
SEC Annual “Dear CFO” Letter
What are the significant issues raised in the most recent “Dear 
CFO” letter?
Periodically, the Chief Accountant’s Office of the SEC’s Division 
of Investment Management sends to investment company regis­
trants a “Dear CFO” letter outlining key issues addressed by the 
SEC during the course of the past year. These letters point out 
the areas of concern to the SEC and accordingly may alert the 
auditor to high-risk issues that could affect assertions contained 
in the financial statements of investment companies. A summary 
of the more significant comments in the most recent letter 
(11/96) follows:
• Four to Six Month Undertakings. The SEC requires a 
newly formed registrant to file updated registration state­
ments within four to six months after the effective date of 
its registration statements, including current financial 
statements which need not be audited. This is done to pro­
vide prospective investors with a picture of the fund as an 
operating entity. The CFO letter addresses situations in 
which an existing fund is merged into a non-operating 
“shell” registrant and the existing fund is the accounting 
survivor. In such circumstances, no four to six month un­
dertaking will be required, as the existing fund’s historical 
financial statements already provide adequate information 
as to fund operations. The SEC has indicated that it would 
look to financial statements of less than four to six months 
that were representative of the fund’s ongoing operations.
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•  Foreign Corporate Actions. The letter points out that funds 
must exercise “reasonable diligence” in identifying foreign 
corporate actions, such as dividend distributions, on a 
timely basis for purposes of daily determinations of net 
asset value. If an action was not recorded on a timely basis 
due to a lack of “reasonable diligence,” the SEC would re­
quire correction of the net asset value determination for any 
day the action was not recorded if the effect on transactions 
in fund shares was material. In addition the letter discusses 
the need for investment companies to adopt procedures to 
meet the “reasonable diligence” standard.
•  Multiple Class Fund Reorganization. The letter addresses 
the proper disclosure in the financial highlights of a fund 
when multiple funds are merged into one fund and each of 
the predecessor funds becomes a class in the new fund. The 
letter notes that only the historical financial highlights of 
the fund (class) that is the accounting survivor should be 
carried forward.
•  Liquidation Expenses. When a fund discontinues opera­
tions, the “probable and reasonably estimable” criterion of 
the Financial Accounting Standards Board (FASB) State­
ment of Financial Accounting Standards No. 5, Accounting 
for Contingencies (FASB, Current Text, vol. 1, 59) should be 
followed in the timing of recording an accrual for liquida­
tion expenses.
•  Dating Financial Statements. The letter discusses the 
preparation of financial statements when the reporting pe­
riod ends on a weekend or holiday. The financial state­
ments may be dated either as of the calendar month end or 
as of the last business day of the period. Accruals for in­
come and expense should be brought current to whichever 
period-end date is used. This decision should be made for 
the fund’s first financial reporting period and then be con­
sistently applied thereafter.
A 1997 letter is expected to be available by early November.
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IRS Audits of Investment Companies
During 1996, the Internal Revenue Service (IRS) undertook a 
pilot project of auditing investment companies, which has con­
tinued during 1997. As a result of that project, the IRS has 
raised an issue as to the tax consequences of compensating bal­
ance arrangements entered into between mutual funds and ser­
vice providers such as transfer agents and custodians. Such 
arrangements generally provide for a reduction in the fees 
charged to funds on the basis of cash deposits remaining with 
the service provider. The IRS has taken the position that the fee 
reduction is taxable income to the fund. While this issue has 
only a marginal impact on funds generating taxable investment 
income, tax-exempt bond funds could, as a result, be required to 
reclassify a portion of their net investment income as taxable, 
with potentially significant shareholder reporting requirements 
on FORM 1099. The Investment Company Institute has made 
a submission to the IRS opposing its view, and the outcome of 
this issue remains unsettled as of this date. Auditors, however, 
should review the position management of tax-exempt bond 
funds intend to take with respect to this issue in the course of 
their annual audits and assess potential effects on tax compliance 
should the IRS’ position ultimately prevail.
The Taxpayer Relief Act of 1997
What provisions of the Taxpayer Relief Act will affect 
investment companies?
The Balanced Budget Act was signed into law in late summer. The 
tax portion of the bill was the Taxpayer Relief Act of 1997 (the 
Act). Some provisions of the Act will have a significant effect on the 
mutual fund industry. Highlights of the provisions are as follows:
•  Repeal o f the 30 Percent Gross Income Test (Short-Short Test). 
The so-called short-short test required that registered invest­
ment companies must derive less than 30 percent of their 
gross income from gains (without including losses) on the 
sale or other disposition of any stocks or securities; options, 
futures, or forward contracts; and certain foreign currencies 
that had been held for less than three months. The repeal of
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this provision becomes effective for taxable years beginning 
after August 8, 1997, the date of the Act’s enactment. 
Funds are still required to adhere to “short-short” limita­
tions for any fiscal years which began before this date. The 
repeal of the “short-short” test may allow mutual funds to 
adopt more sophisticated trading techniques, such as hedg­
ing transactions. Auditors should consider whether the ac­
counting for such new investments and transactions is 
appropriate and whether it has been approved by the board 
of directors.
•  Capital Gain Provisions. For securities sold on or before 
May 6, 1997, the old capital gains rate applies. For securi­
ties sold between May 7, 1997, and July 28, 1997, the top 
rates of 20 percent or 10 percent apply for securities held 
for more than one year. For securities sold on or after July 
29, 1997, the current top rate of 28 percent applies if the 
security is held for more than one year but not more than 
eighteen months. The top rate of 20 percent applies if the 
security is held for more than eighteen months. These new 
provisions will place greater recordkeeping and shareholder 
reporting burdens on investment companies and create 
particular complexities in 1997 due to the multiple “transi­
tion” brackets.
•  Individual Retirement Accounts (IRAs). The new legisla­
tion has increased the limits for IRA deductibility as well as 
created two new forms of IRAs, the Roth IRA and Educa­
tion IRA. This will likely increase the flow of retirement 
fund cash into many mutual funds.
•  Short Sales Against the Box. Investors who enter into 
short sales against the box, or similar hedging techniques 
that involve notional principal contracts, future contracts, 
or forward contracts, will generally be required to treat 
any appreciation on the underlying assets as recognized 
taxable gain. This requirement will restrict a fund’s ability 
to defer recognition of taxable gains when entering into 
such transactions and may require funds to make addi­
tional distributions to shareholders. The constructive sale
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provision is effective for constructive sales entered into 
after June 8, 1997.
• Dividends Received Deduction (DRD). Mutual funds are 
allowed to pass through to their corporate shareholders any 
benefits associated with the DRD (limited to certain qual­
ifying dividends). One of the requirements that the fund 
has to satisfy is that it has to hold the dividend-paying 
stock for a minimum period (forty-six days, except for cer­
tain dividends on preferred stock, which must be held for 
ninety-one days). The new tax bill requires the holding pe­
riod to be satisfied with respect to each dividend received, 
as opposed to the old law, which required that the holding 
period be satisfied only once.
In designing the detailed audit program, auditors should refer to 
the Internal Revenue Code and its latest revisions to be certain 
that all requirements for qualification have been covered and to 
determine the need for accruing income or excise taxes. In addi­
tion, auditors should be familiar with the requirements of AICPA 
Statement of Position (SOP) 93-2, Determination, Disclosure, and 
Financial Statement Presentation o f Income, Capital Gain, and Re­
turn o f Capital Distributions by Investment Companies, which pro­
vides guidance on financial reporting by investment companies 
for distributions to shareholders, including returns of capital.
Update on the Private Securities Litigation Reform Act of 1995
Executive Summary
Auditors of investment companies can benefit by familiarizing them­
selves with current trends in securities litigation. Recent statistical stud­
ies tracking the effects of the Private Securities Litigation Reform Act 
can be helpful in this regard. Specifically, the studies show:
• The volume of litigation remains the same but has shifted from fed­
eral to state courts.
• More lawsuits involving publicly held entities have been filed since 
the Private Securities Litigation Reform Act’s passage, reversing the 
prior trend.
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• Allegations of financial statement omissions or misrepresentations 
have increased significantly.
• Larger companies are being sued less frequently.
What impact has the Private Securities Litigation Reform Act 
had on securities litigation?
Auditors of investment companies can benefit on several levels by 
being familiar with cases of malpractice litigation against their 
peers. By familiarizing themselves with the tactics adopted by 
plaintiff's attorneys, auditors can help to protect themselves from 
possible future litigation. In cases in which audit failures have ac­
tually occurred, practitioners can strengthen their own ap­
proaches by examining the shortcomings of deficient audits. In 
litigation involving fraud, auditors can benefit by understanding 
the methods used to fraudulently misstate financial statements or 
to misappropriate assets and how those acts were hidden. Practi­
tioners can then modify their audit procedures when appropriate.
However, not all lawsuits against CPAs have merits. Research has 
shown that between 40 percent and 50 percent of all lawsuits 
against large accounting firms were dismissed or settled with no 
payments made by the auditors. As such, the profession lobbied 
hard for relief. That objective was achieved with the passage of 
the Private Securities Litigation Reform Act of 1995 (the Reform 
Act)— or was it?
The Reform Act became effective in December 22, 1995, offer­
ing the promise of significant relief to the accounting profession 
from nonmeritorious class-action securities lawsuits relating to 
publicly held entities.1 But what has been the effect of the Reform 
Act after roughly nineteen months? A statistical study of that 
question has been conducted by Stanford University faculty and 
is available in its complete form (along with related filings, such
1. The reporting responsibility o f auditors was expanded by the Act to include a re­
quirement for auditor notification to the SEC of illegalities not appropriately ad­
dressed by management. See appendix B of the General Audit Risk Alert 1997/98 
for an excerpt from the Act—Auditor Disclosure of Corporate Fraud.
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as complaints, motions, and judicial opinions, etc.) on the Inter­
net at http://securities.stanford.edu. Some of the more significant 
findings are as follows:
• The total volume o f litigation is relatively unchanged since the 
passage o f the Reform Act. Analysis of litigation activity 
through June 30, 1997, reveals that the overall number of 
securities class action suits appears to be roughly equivalent 
to the number prior to the Reform Act. In 1996, 150 is­
suers were sued, whereas data collected in the first six 
months of 1997 suggest an annualized total of 194 issuers 
sued in 1997. This falls within the annual range that ex­
isted prior to the Reform Act (approximately 153 to 220).
• State court class-action securities fraud litigation against pub­
licly traded issuers has taken on greater significance in the liti­
gation process. The relative stability of the total volume of 
litigation obscures a significant shift of activity from fed­
eral to state court. It appears that plaintiffs’ counsel file 
state court complaints when the underlying facts appear to 
be insufficient to satisfy new, more stringent federal plead­
ing requirements, or otherwise seek to avoid the substan­
tive or procedural provisions of the Reform Act. In 
addition, a significant shift has taken place in the kinds of 
defendants appearing in state litigation. Prior to the Re­
form Act, most state cases alleging fraudulent activity in 
connection with the purchase or sale of securities involved 
non-publicly-traded securities. By contrast, the vast major­
ity of state court class actions filed since the Reform Act in­
volve securities that trade on national markets. These cases 
typically involve allegations that the price of the company’s 
securities was inflated due to misrepresentations or omis­
sions affecting transactions on national markets.
• Plaintiffs are alleging accounting fraud and trading by in­
siders more frequently than before the Reform Acts effective 
date. There has been a significant increase in the number 
of federal complaints alleging trading by insiders and a 
significant increase in the number of cases alleging mis­
representations or omissions in financial statements as
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the basis for liability. Approximately 59 percent of a sam­
ple of post-Reform Act federal complaints allege a mis­
representation or omission in financial statements. 
Allegations of misstated financial statements account for 
67 percent of complaints involving publicly traded com­
panies. In sharp contrast, similar allegations are found in 
only 34 percent of pre-Reform Act cases. The relatively 
small number of cases that allege false forward-looking 
information as the sole basis for liability (only 6.5 per­
cent of cases involving publicly traded companies) also 
suggests that the new pleading standards are affecting 
which actions plaintiffs are choosing to file in federal 
court, because these actions are much less likely to satisfy 
the heightened pleading standard.
• Companies tend to be sued after larger stock price declines. Prior 
to the Reform Act, the average stock price decline preceding 
the filing of a claim was about 19 percent. During 1996, the 
average decline in these cases jumped to 31 percent.
• In 1996, larger companies were being sued less frequently 
than before passage o f the Reform Act. The average com­
pany sued in a federal securities fraud class action in 1996 
had a market capitalization of $529.3 million. Prior to 
the Reform Act, the average market capitalization was 
$2,080 million. This decline appears to be attributable 
almost exclusively to a reduction in litigation naming is­
suers with market capitalization in excess of $5.0 billion. 
Prior to the Reform Act, these large corporations repre­
sented about 8.4 percent of federal court activity, but 
very few of these companies appear to have been sued in
1996. This new pattern in defendant selection is consis­
tent with the observation that the preponderance of post- 
Reform Act litigation involves allegations of accounting 
irregularities and trading by insiders. Larger, more estab­
lished investment companies are less likely sources for 
material accounting irregularities or statistically signifi­
cant trading by insiders. Larger investment companies are 
therefore less likely to be named as defendants. That price
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pattern is also consistent with a shift toward litigation tar­
geting smaller issuers.
In addition to the complete text of this report, other information 
relative to the Reform Act can be found on the Internet at 
http://securities.stanford.edu.
The Reform Act adopted a “safe harbor” provision for “forward- 
looking” statements by corporate managements which was in­
tended to encourage the dissemination of information to current 
and prospective investors. A separate SEC report indicated that 
the “...quality and quantity of forward-looking disclosure has not 
significantly improved following enactment of the safe harbor for 
forward-looking statements. So far, it appears that companies 
have been reluctant to provide significantly more forward-looking 
disclosure than they provided prior to the enactment of the safe 
harbor.” While the SEC concluded that it was premature to draw 
conclusions about the effect of the Reform Act on litigation and 
recommended no legislative changes, industry groups and members 
of Congress have suggested that the presence of state litigation has 
continued to impede “forward-looking” disclosures and that further 
reform legislation is needed.
Current Audit Issues 
Client Fraud
Executive Summary
• Auditors should maintain a heightened level of professional skepti­
cism toward the commission of fraud even when internal or external 
factors, on the surface, may suggest otherwise.
• Auditors should be familiar with the requirements of the new stan­
dard, SAS No. 82, Consideration o f Fraud in a Financial Statement 
Audit, which provides, among other things, that auditors specifically 
assess the risk of material misstatement due to fraud in every audit.
• The AICPA has undertaken efforts to assist auditors in implement­
ing the new SAS. One such example is the AICPA publication, Con­
sidering Fraud in a Financial Statement Audit: Practical Guidance for 
Applying SAS No. 82.
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Is client fraud still a problem in times of economic prosperity? 
What are the auditor's responsibilities to detect fraud under 
the new auditing standard?
While there may be a greater likelihood for the existence of pressures 
or incentives to commit fraud during recessionary periods, auditors 
should not become complacent by accepting the notion that little or 
no fraud will be perpetrated by their investment company clients 
during periods of relative economic prosperity. Fraudulent acts can 
and are committed in many different settings—for many different 
reasons. Auditors should not assess the risk of material fraud on the 
basis of preconceived notions, but rather on an individual assessment 
of risk factors unique to each given investment company client. For 
example, several recent SEC enforcement actions have focused on 
the failure of fund managements to recognize declines in the valua­
tion of poorly performing securities. In these cases, the securities did 
not have readily available market values, because they either were not 
publicly traded or the public markets were extremely thin and the 
portfolio manger or other senior member of fund management had a 
high level of influence over the valuation process. These actions 
should remind auditors to a maintain a heightened level of profes­
sional skepticism with respect to the commission of fraud even when 
internal conditions (such as upward trends in the investment com­
pany’s key financial ratios) or external conditions (such as overall eco­
nomic or industry prosperity) may, on the surface, suggest otherwise. 
Auditors should also note that, along with client bankruptcy, fraud is 
one of the more common reasons for litigation against auditors.
For audits of financial statements for periods ending on or after De­
cember 15, 1997, auditors should be familiar with the guidance set 
forth under SAS No. 82, Consideration of Fraud in a Financial State­
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 316). Is­
sued in February 1997 by the Auditing Standards Board (ASB), the 
new Standard supersedes SAS No. 53, The Auditor’s Responsibility to 
Detect and Report Errors and Irregularities in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316A) 2 and 
amends SAS No. 47, Audit Risk and Materiality in Conducting an
2. A comparison of the requirements o f SAS No. 53 with those of SAS No. 82 is pre­
sented in appendix A of the General Audit Risk Alert— 1997/98.
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Audit (AICPA, Professional Standards, vol. 1, AU sec. 312). It also 
amends SAS No. 1, Codification of Auditing Standards and Procedures, 
Responsibilities and Functions of the Independent Auditor (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 110) and Due Care in the Perfor­
mance of Work (AICPA, Professional Standards, vol. 1, AU sec. 230).
Specifically, the new standard:
• Describes two types of misstatements that are relevant to 
the auditor’s consideration in a financial statement audit: 
misstatements arising from fraudulent financial reporting; 
and misstatements arising from misappropriation of assets.
• Requires the auditor to specifically assess the risk of mater­
ial misstatement due to fraud on every audit and provides 
categories of fraud risk factors (see more in this section for 
examples of fraud risk factors unique to investment com­
panies) that the auditor should consider in making that as­
sessment. It provides examples of fraud risk factors that, 
when present, might indicate the presence of fraud.
• Offers guidance on how the auditor responds to the results 
of the assessment.
• Reaffirms the requirement that the auditor communicate 
known instances of fraud to an appropriate level of man­
agement and the audit committee and, under certain cir­
cumstances, appropriate regulators.3
• Provides guidance on the evaluation of test results as they 
relate to the risk of material misstatements due to fraud.
• Requires the auditor to document risk factors identified as 
present and any related response.
The following are examples of some risk factors unique to invest­
ment companies. This list is not all-encompassing. In addition, 
the presence of these circumstances does not necessarily indicate 
the existence of fraud.
3. Appendix B of the Audit Risk Alert— 1997/98 contains an excerpt from the Private 
Securities Litigation Reform Act of 1995, Auditor Disclosure of Corporate Fraud.
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• Management characteristics and influence over the control
environment
• A failure by management to display and communicate an
appropriate attitude regarding internal control and the fi­
nancial reporting process
-  Lack of a clearly defined policy with respect to personal 
investing activities.
-  Unusual and considerable influence of portfolio man­
agers over pricing sources used to value securities.
-  Reconciliations of security holdings with the custodian 
are infrequent or incomplete.
-  Transfer agency controls are ineffective or implementa­
tion of user controls in a service center environment are 
ineffective.
-  Lack of board members’ understanding of derivatives 
utilized by portfolio managers and involvement in ap­
proving or disapproving use of specific strategies such as 
embedded leverage.
-  Known history of securities law violations or claims 
against the entity or its senior management alleging 
fraud or violations of securities laws.
• Operating characteristics and financial stability
-  Significant transactions with affiliates which are not ap­
proved by the board of directors in accordance with Sec­
tion 17 of the Investment Company Act.
-  Undocumented or ill-defined soft-dollar arrangements.
-  Significant investments for which readily available mar­
ket quotes are not available and procedures for estimat­
ing these values are not adequate.
-  Significant investment in derivative financial instru­
ments for which value is very difficult to estimate.
• Controls
-  Securities, not under the control of the custodian, fail to 
comply with self-custody rules.
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-  Lack of any periodic review of a transfer agency’s con­
trol design and operation by an independent auditor 
knowledgeable in the area (such as a SAS No. 70, Re­
ports on the Processing o f Transactions by Service Organi­
zations [AICPA, Professional Standards, vol. 1 AU sec. 
324] report).
In an effort to assist auditors in the understanding and implemen­
tation of SAS No. 82, the AICPA has undertaken the following:
• Issued Considering Fraud in a Financial Statement Audit: 
Practical Guidance for Applying SAS No. 82 (product no. 
008883SM). This AICPA publication provides nonauthor­
itative guidance to practitioners on considering fraud in fi­
nancial statement audits. This publication provides 
implementation guidance, industry-specific risk factors 
(along with suggested audit responses) and various practice 
aids (audit procedures, sample workpaper documentation, 
and engagement and representation letters). In addition, 
the AICPA publishes a pamphlet designed to explain the re­
quirements of SAS No. 82 to audit clients titled The Audi­
tor's Responsibility for Detecting Fraud (product no. 06067).
• Created a continuing professional education course, Con­
sideration o f Fraud in a Financial Statement Audit: The Au­
ditor’s Responsibilities Under the New SAS. This course has 
been published and is available in both seminar and self- 
study versions. A CD-ROM version will be available soon.
• Developed a speech outline of SAS No. 82, along with a 
comparison of SAS No. 82 and SAS No. 53 and details on 
upcoming conferences on the new SAS. These are available 
on the AICPA Web Page, http://www.aicpa.org.
Year 2000 (Y2K) Issues
Executive Summary
• Unless corrective actions are taken, the year 2000 may cause ac­
counting and financial information systems to produce inaccurate 
date-related output.
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• The Audit Issues Task Force will soon issue guidance on the auditor’s 
responsibility to detect year 2000 issues, auditing planning consider­
ations, and the circumstances under which year 2000 issues may 
constitute reportable conditions.
• Auditors may wish to include references to the year 2000 issue in 
their engagement and management letters.
• Auditors should consider client accounting for the year 2000 issues 
pursuant to such pronouncements as EITF Issue No. 96-14, SOP 
94-6, ARB 43, and FASB Statement Nos. 5 and 121. For publicly 
held entities, SEC rules and regulations should also be considered.
• Auditors should be alert to the litigation threats that may arise from the 
year 2000 issue.
How will the arrival of the year 2000 affect investment 
companies’ computerized accounting and financial information 
systems? What issues need to be addressed this year?
The majority of computer programs in use today have been de­
signed to store dates in the dd/mm/yy (date/month/year) format, 
thus allowing only two digits for each date component. For ex­
ample, the date December 31, 1997, is stored in most computers 
as 12/31/97. Inherent in programming for dates in this manner is 
the assumption that the designation “97” refers to the year 1997. 
Initially developed as a cost-saving technique, this long-standing 
practice of using two-digit year input fields will cause many com­
puters to treat the entry “00” as 1900. Therefore, such programs 
will recognize the date January 1, 2000 (01/01/00), as January 1, 
1900! Unless remedied, significant problems relating to the in­
tegrity of all information based on time will then arise. For exam­
ple, receivables may be erroneously identified as past due, interest 
calculations will be incorrect, paid-up insurance policies may be 
considered expired, and computerized equipment-maintenance 
schedules will be adversely affected, and so on. To further compli­
cate the issue, even if an entity’s computer software and hardware 
have been modified to resolve the problem, the entity may be af­
fected by the computer systems of customers, vendors or third-party 
data-processing services that have made no such modifications.
How widespread is the problem? It is currently estimated that less 
than 35 percent of North American businesses have addressed
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this issue in any substantive manner. Europe may be even further 
behind, with less than 10 percent of organizations actively seek­
ing solutions. A June 1997 SEC study suggested over 95% aware­
ness by investment managers and transfer agents of the year 2000 
problem, and that 85% of investment managers and over 90% of 
transfer agents were taking or planning remedial steps. However, 
these remedies are expected to entail significant costs, based on 
studies performed by data processing consultants.
What are the auditor’s responsibilities in this area? The AICPA’s 
Audit Issues Task Force (AITF) of the ASB will soon issue a series 
of Interpretations of the auditing Standards to explain just that. 
The Interpretations are to address three questions:
1. Does the auditor of financial statements have a responsi­
bility to detect the year 2000 issue?
2. How does the year 2000 issue affect the planning for an 
audit of financial statements?
3. Under what circumstances is the year 2000 issue a re­
portable condition?
Even in situations in which in the auditor’s judgment, the year 
2000 issue is not a reportable condition (and even when the ef­
fects of the problem have not been detected), auditors are en­
couraged to discuss the issue with their audit clients.
SAS No. 83, Establishing an Understanding with the Client 
(AICPA, Professional Standards, vol. 1, AU sec. 310) requires au­
ditors to obtain an understanding with the client regarding the 
service to be performed, including the objectives and limitations 
of an audit of financial statements (see the New Auditing and At­
testation Pronouncements section of this Alert). Auditors may 
wish to specifically address the year 2000 issue in connection 
with obtaining that understanding and may consider adding lan­
guage such as the following to their engagement letters:
Because many computerized systems use only two digits to 
record the year in date fields (for example, the year 1998 is 
recorded as 98), such systems may not be able to accurately 
process dates ending in the year 2000 and after. The effects of
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this issue will vary from system to system and may adversely af­
fect an entity’s operations as well as its ability to prepare finan­
cial statements.
An audit of financial statements conducted in accordance with 
generally accepted auditing standards is not designed to detect 
whether the company’s systems are year 2000 compliant. Fur­
ther, we have no responsibility with regard to the Company’s 
efforts to make its information systems year 2000 compliant. 
These are responsibilities o f the Company’s management. 
However, we may choose to communicate matters that come 
to our attention relating to the Year 2000 Issue for the benefit 
of management.
The auditor also may wish to consider whether year-2000-related 
problems should be highlighted in his or her management com­
ment letters. Through inquiries of client personnel, the auditor 
may obtain information regarding the client’s understanding of the 
year 2000 issue and, if applicable, the progress of its year 2000 
compliance efforts. The auditor may wish to communicate to se­
nior management and audit committee the results of such inquiries 
and any observations regarding the year 2000. However, auditors 
should be cautious in these communications not to imply an as­
sumption of assuring year 2000 compliance. Illustrative language 
that auditors may want to add to their management letters regard­
ing the year 2000 issue can be found in the appendix of this Alert.
Depending on the company’s reliance on date-dependent pro­
cessing and the state of preparedness for the year 2000, the audi­
tor may also want to address certain other situations relating to 
the year 2000 issue in his or her management letter. Some of 
these situations may be—
• The client has not begun to address the year 2000 issue.
• The client recognizes the issue but needs to develop a year 
2000 compliance program.
• The client recognizes the issue but needs to assess the effect 
of the year 2000 issue on its systems.
• The client needs to consider the budget/resource implica­
tions of the plan.
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• The client is not currently meeting its year 2000 compli­
ance project's timetables.
• The client purchases software from vendors and believes 
the Year 2000 Issue does not affect it.
Auditors should consider whether costs associated with their clients 
modification of computer systems pursuant to the year 2000 issue 
have been properly accounted for. The FASB's Emerging Issues 
Task Force (EITF) has considered this matter in EITF Issue No. 
96-14, Accounting for the Costs Associated with Modifying Computer 
Software for the Year 2000. This issue addresses accounting for the 
external and internal costs specifically associated with the modifica­
tion of internal-use computer software for the year 2000. The issue 
does not address purchases of hardware or software that replace ex­
isting software that is not year-2000-compliant, nor does it address 
impairment or amortization issues relating to existing assets. The 
Task Force reached a consensus that external and internal costs 
specifically associated with modifying internal-use software for the 
year 2000 should be charged to expense as incurred. SEC staff has 
agreed with the EITF consensus.
The SEC has stated that with regard to investment companies, 
disclosure of the impact of the year 2000 issue to the fund’s 
Board and shareholders, and in prospectuses for sale of shares, is 
necessary if:
1. There is a reasonable likelihood that an adviser will not 
become year 2000 compliant in time and
2. There is a substantial likelihood that the year 2000 issue 
would affect the adviser’s ability to fulfill its contractual 
obligation to the investment company.
In addition to the disclosure requirements under the pronounce­
ments mentioned in the preceding section, practitioners should 
be aware of the requirements of SOP 94-6, Disclosure o f Certain 
Significant Risks and Uncertainties. Although the need for disclo­
sure by an entity will depend on facts and circumstances, disclo­
sure may be required in areas such as impairment or amortization
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or litigation. In addition, SAS 59, T he Auditor's Consideration of 
an Entity's Ability to Continue as a Going Concern (AICPA, Profes­
sional Standards, vol. 1 AU sec. 341), discusses the disclosure re­
quirements when there are going concern issues. However, 
generally accepted accounting principles (GAAP) do not require 
disclosure of the costs to make systems year-2000-compliant.
Auditors should also be aware of potential legal threats relating to 
year 2000 issues. Some litigation consultants have indicated that 
lawsuits against corporate officers, directors and perhaps auditors 
will begin before the year 2000 over their failure to recognize and 
remedy the problem. Some clients may be ignorant about these 
matters. Others may underestimate the magnitude of the prob­
lem. Those who mistakenly believe that these problems should be 
addressed and resolved as part of the audit process are most likely 
to seek legal recourse if that outcome is not achieved. Auditors 
may wish to educate their clients on this new challenge and its 
implications. In addition, auditors may wish to incorporate these 
issues in the engagement letter by outlining the responsibilities of 
both the client and the auditor. Thus, auditors advising the client 
and planning ahead may deter any potential dispute with the 
client while offering the opportunity of helping their clients un­
derstand the seriousness of the problem and identifying resources 
that may be needed to address the issues.
Additional information relating to the year 2000 issue is available 
on the Internet at the following Web sites:
• Year 2000 home page—http://www.year2000.com
• Year 2000 Technical Audit Center page of AuditServe— 
http://www.auditserve.com
• AuditNet Year 2000 Resources for Auditors— http://users. 
aol.com/auditnet/y2kaudit.htm
• AICPA Web site— http://www.aicpa.org (An AICPA pub­
lication detailing the specific Y2K issues of concern to the 
profession is expected to be made available at this site in 
the near future.)
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Valuation of Securities
What are the audit issues relating to securities valuation?
In that the purchase and redemption prices of fund shares are 
based almost exclusively on the value of a fund’s investment port­
folio, the area of securities valuation is a prime concern for audi­
tors of investment companies. Investment securities whose 
disposition is restricted under Federal law and securities for 
which active markets do not exist require additional auditor 
scrutiny to ensure that carrying amounts approximate fair value. 
If security values are determined by the investment company’s 
board of directors, auditors should review and evaluate relevant 
evidential matter underlying the basis for the valuation. Security 
investments may also include securities of companies that are in 
default on the payment of dividends and interest, or that have 
filed for protection under bankruptcy laws. Such investments 
may also include floating- or variable-rate senior loans to corpo­
rations, partnerships, and other entities issued as part of leveraged 
buyouts, acquisitions, or recapitalizations. The AICPA Audit and 
Accounting Guide, Audits o f Investment Companies includes guid­
ance on testing portfolio valuations. As discussed in the Guide, 
the audit focus should include such procedures as a review of the 
fund’s pricing methods, consideration of the board’s oversight 
(that is, through a valuation committee), etc. These considera­
tions are especially important in emerging market environments. 
Auditors of financial statements of investment companies regis­
tered with the SEC should consider whether management has ad­
dressed the guidance set forth in Accounting Series Releases 
(ASRs) 113 and 118 along with the SE C 's 1994 Dear CFO letter.
Auditing Investments
What guidance should be followed when auditing investments 
in debt and equity securities?
In December 1996, the ASB issued SAS No. 81, Auditing Invest­
ments (AICPA, Professional Standards, vol. 1, AU sec. 332). This 
new SAS supersedes SAS No. 1, Codification of Auditing Standards 
and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 332 
“Long-Term Investments”). SAS No. 81 provides guidance for
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investments accounted for under FASB Statement No. 115, Ac­
counting for Certain Investments in Debt and Equity Securities (FASB, 
Current Text, vol. 1 ,180)4, FASB Statement No. 124, Accounting for 
Certain Investments Held by Not-for-Profit Organizations (FASB, 
Current Text, vol. 1, No5), as well as Accounting Principles Board 
(APB) Opinion No. 18, The Equity Method o f Accounting for Invest­
ments in Common Stock (FASB, Current Text, vol. 1, 182). It also 
deletes Interpretation No. 1 of SAS No. 1 (AICPA, Professional 
Standards, vol. 1, AU sec. 332 “Evidential Matter for the Carrying 
Amount of Marketable Securities”). Auditors of investment 
companies should note that the new SAS updates the auditing 
literature for recently issued accounting standards related to in­
vestments in securities, and offers guidance for auditing the exis­
tence, ownership, completeness, and valuation assertions for 
investments.
A point of difference between the new SAS and the AICPA Audit 
and Accounting Guide Investment Companies, relates to the guid­
ance provided for auditing the fair value of securities based on in­
ternally developed prices. SAS No. 81 provides that:
• The auditor should assess the reasonableness and appropri­
ateness of any models used in valuation, including input 
variables, assumptions, and expected future cash flows. The 
auditor may consider it necessary to involve a specialist in assess­
ing an entity’s fair value estimates or related models.
The current Investment Companies Audit Guide provides that—
• The auditor should review valuation methodology, deter­
mine whether the methods are followed, review procedures 
applied by the Board and inspect underlying documenta­
tion to determine whether the procedures are reasonable 
and documentation is appropriate.
SAS No. 81 is effective for audits of financial statements for peri­
ods ending on or after December 15, 1997, with early application 
permitted.
4. The provisions of FASB Statement No. 115 do not apply to investment companies.
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Electronic Evidence
Is there any guidance to assist auditors in following the 
“paperless” audit trail?
Electronic commerce on the Internet is a key topic for many in­
vestment companies5. This new medium offers the possibility of in­
creased sales, back-office cost savings as well as enhanced value and 
convenience for shareholders. Although only a few investment 
companies currently offer full service Web sites, that is, the ability 
to purchase, redeem or exchange mutual fund shares, many other 
funds are close to or considering offering electronic transactions. 
Because of such issues as the continuing expansion of Internet 
commerce, along with the industry’s extensive use of computerized 
data storage and processing, Electronic Data Interchange, and the 
year 2000 issue, auditors of investment companies are increasingly 
confronted with evaluating evidential matter that may exist only in 
an electronic format. In these situations, traditional source docu­
ments have been replaced by electronic communications between 
the audit client and its customers or vendors.
SAS No. 80, Amendment to SAS No. 31, Evidential Matter (AICPA, 
Professional Standards, vol. 1, AU sec. 326), which was issued in De­
cember 1996 and became effective for engagements beginning on or 
after January 1, 1997, provides guidance to auditors who have been 
engaged to audit the financial statements of an entity that transmits, 
processes, maintains, or accesses significant information electronically.
When audit evidence exists only in electronic form, the SAS pro­
vides that—
• Consideration should be given as to when electronic infor­
mation will be available in determining the nature, timing 
and extent of substantive audit procedures since electronic 
evidence that is not maintained or “backed-up” may be ir­
retrievable after a certain period of time.
5. Some investment companies may post financial information on their Web sites as 
well. See the New Auditing Interpretations section of this alert for information on 
“Other Information in Electronic Sites Containing Audited Financial Statements,” a 
new Interpretation of SAS No. 8, Other Information in Documents Containing Au­
dited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 550).
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• Sole reliance upon substantive procedures to reduce detec­
tion risk to an acceptable level may not be possible in cer­
tain situations where significant information is transmitted, 
processed, maintained, or accessed electronically. Accord­
ingly, performing tests of controls to obtain evidence when 
assessing control risk is appropriate.
A common misconception associated with SAS No. 80 is that it 
requires auditors to perform tests of controls for computer sys­
tems that handle material transactions. This is not a requirement 
of the SAS, but rather, a matter left to the auditors professional 
judgement. SAS No. 80 indicates that in certain circumstances, 
when evidential matter exists in electronic form, the auditor may 
determine that it would not be practical or possible to reduce de­
tection risk to an acceptable level by performing only substantive 
tests. SAS No. 80 provides that in such circumstances, the audi­
tor should perform tests of controls to support an assessed level of 
control risk below the maximum for affected assertions.
The AICPA Auditing Procedure Study (APS), The Information 
Technology Age: Evidential Matter in the Electronic Environment 
provides auditors with nonauthoritative guidance on implement­
ing SAS No. 80. The APS describes electronic evidence and its 
implications and illustrates possible audit approaches.
The Internet—An Auditor’s Research Tool
How can auditors use the Internet to perform more 
efficient audits?
If used appropriately, the Internet can be a valuable tool for audi­
tors. Through the Internet auditors can access a wide variety of 
global business information, such as SEC filings, professional 
news, state CPA society information, IRS information, software 
downloads, university research materials, currency exchange rates, 
stock prices, annual reports, and legislative and regulatory initia­
tives. Not only are such materials accessible from the computer, but 
they are also available at any time. Many are free of charge.
Some Web sites that may provide valuable information to auditors 
of investment companies include the following:
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Name o f Site Content Internet Address
American Institute 
of CPAs
Summaries of recent 
auditing and other profes­
sional standards as well as 
other AICPA activities
http: / / www.aicpa.org
Financial Accounting 
Standards Board
Summaries of recent 
accounting pronounce­
ments and other 
FASB activities
http:// www.fasb.org
Securities and Exchange 
Commission
SEC activities, public 
speeches, EDGAR filings, 
Final and Proposed rules
http://www.sec.gov
Mutual Fund magazine Access to current and prior 
issues of Mutual Fund
http://www.mfmag.com
U.S. Department 
of the Treasury
IRS tax policy, tax forms, 
frequently asked questions, 
and more
http://www.ustreas.gov
Investment Company 
Institute
Mutual fund industry 
trade association. General 
information on the 
industry along with 
relevant economic and 
regulatory information
http://www.ici.org
Yahoo, Altavista Search engines used to 
“surf the Net”
http://www.yahoo.com
http://www.altavista.
digital.com/
Internet Bulletin for CPAs CPA tool for Internet sites, 
discussion groups, and 
other resources for CPAs
http: / / www.kentis.com/ 
ib.html
New Auditing and Attestation Pronouncements 
New Auditing Standards
Executive Summary
New Auditing Standards include—
• SAS No. 83, Establishing and Understanding with the Client,
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• SAS No. 84, Communications Between Predecessor and Successor Audi­
tors, and
• SAS No. 85, Management Representations.
SAS No. 83, Statement on Standards for Attestation Engagements 
(SSAE) No. 7, Establishing an Understanding With the Client
The ASB has issued SAS No. 83, and SSAE No. 7, Establishing an 
Understanding with the Client, is expected to be issued in October 
1997. The SAS and SSAE:
• Require the practitioner to establish an understanding 
with the client that includes the objectives of the engage­
ment, the responsibilities of management and the auditor, 
and any limitations of the engagement.
• Require the practitioner to document the understanding 
with the client in the workpapers, preferably through a 
written communication with the client.
• Provide guidance for situations in which the practitioner 
believes that an understanding with the client has not been 
established.
The SAS also identifies specific matters that ordinarily would be 
addressed in the understanding with the client, and other con­
tractual matters an auditor might wish to include in the under­
standing. SAS No. 83 and SSAE No. 7 are effective for engagements 
for periods ending on or after June 15, 1998. Earlier application 
is permitted.
SAS No. 84, Communications Between Predecessor and 
Successor Auditors
The Auditing Standards Board has issued SAS No. 84, Communi­
cations Between Predecessor and Successor Auditors (AICPA, Profes­
sional Standards, vol. 1, AU sec. 315). This Statement provides 
guidance on communications between predecessor and successor 
auditors when a change of auditors is in process or has taken 
place. It also provides communications guidance when possible 
misstatements are discovered in financial statements reported on
37
by a predecessor auditor. The SAS applies whenever an indepen­
dent auditor is considering accepting an engagement to audit or 
reaudit financial statements in accordance with generally ac­
cepted auditing standards (GAAS), and after such auditor has 
been appointed to perform such an engagement. SAS No. 84 will 
be effective with respect to acceptance of an engagement after 
March 31, 1998. Earlier application is permitted.
SAS No. 85, Management Representations
The ASB expects to issue SAS No. 85, Management Representations 
(AICPA, Professional Standards, vol. 1, AU sec. 333), in November
1997. The SAS establishes a requirement that an independent au­
ditor, performing an audit in accordance with GAAS, obtain writ­
ten representations from management for all financial statements 
and periods covered by the auditor's report. In addition, the SAS 
provides guidance concerning the representations to be obtained. 
An illustrative management representation letter is included in the 
Statement. SAS No. 85 will be effective for audits of financial state­
ments for periods ending on or after June 30, 1998. Earlier appli­
cation is permitted.
New Auditing and Attestation Interpretations
Executive Summary
New Auditing Interpretations:
• Other Information in Electronic Sites Containing Audited Financial 
Statements, an interpretation of SAS No. 8, Other Information in 
Documents Containing Audited Financial Statements.
• Use o f Explanatory Language Concerning Unasserted Possible Claims or 
Assessments in Lawyers’ Responses to Audit Inquiry Letters an interpre­
tation of SAS No. 12, Inquiry o f a Client's Lawyer Concerning Litiga­
tion, Claims, and Assessments.
• Applying Agreed-Upon Procedures to All, or Substantially All, o f the El­
ements, Accounts, or Items o f a Financial Statement, of Statement on 
Auditing Standards No. 75, Engagements to Apply Agreed-Upon Pro­
cedures to Specified Elements, Accounts, or Items o f a Financial State­
ment.
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• Amended Interpretation No. 1, Specific Procedures Performed by the 
Other Auditor at the Principal Auditor’s Request of AU section 543, 
Part o f Audit Performed by Other Independent Auditors.
• Auditing Interpretation, “Evaluating the Adequacy of Disclosure in 
Financial Statements Prepared on the Cash, Modified Cash, or In­
come Tax Basis of Accounting,” of Statement on Auditing Standards 
No. 62, Special Reports.
The AITF of the ASB has issued new auditing Interpretations, 
and amended an existing one. All are discussed in the following 
paragraphs. Interpretations are issued by the AITF to provide 
timely guidance on the application of ASB pronouncements and 
are reviewed by the ASB. An Interpretation is not as authoritative 
as a pronouncement of the ASB; however, practitioners should be 
aware that they may have to justify departures from an Interpre­
tation if the quality of their work is questioned.
Auditing Interpretations. “Other Information in Electronic Sites 
Containing Audited Financial Statements” is a new Interpretation 
of SAS No. 8, Other Information in Documents Containing Audited 
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 
9550). It explains the auditors responsibility for other information 
in an electronic site, such as a company location on the World 
Wide Web on the Internet, when a client puts its audited financial 
statements and accompanying auditors report on the site. The In­
terpretation states that electronic sites are a means of distribution 
and are not documents, as that term is used in SAS No. 8. Thus, 
auditors are not required by SAS No. 8 to read information con­
tained in electronic sites, or to consider the consistency of other in­
formation in electronic sites with the original documents.
Auditors may be asked by their clients to render professional ser­
vices about information in electronic sites. Such services, which 
might take different forms, are not contemplated by SAS No. 8. 
Other auditing or attestation standards may apply, for example, 
agreed-upon procedures pursuant to SAS No. 75, Engagements to 
Apply Agreed-Upon Procedures to Specified Elements, Accounts, or 
Items of a Financial Statement (AICPA, Professional Standards, vol. 1, 
AU sec. 622) or SSAE No. 4, Agreed-Upon Procedures Engage-
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merits (AICPA, Professional Standards, vol. 1, AT sec 600), de­
pending on the nature of the service requested.
The AITF issued an auditing Interpretation of SAS No. 12, 
Lawyers’ Responses to Audit Inquiry Letters. The AITF issued an au­
diting Interpretation of SAS No. 12, Inquiry of a Client’s Lawyer 
Concerning Litigation, Claims, and Assessments (AICPA, Professional 
Standards, vol. 1, AU sec. 337), in January 1997, entitled “Use of 
Explanatory Language Concerning Unasserted Possible Claims or 
Assessments in Lawyers’ Responses to Audit Inquiry Letters” 
(AICPA, Professional Standards, vol. 1, AU sec. 9337.31-.32). The 
Interpretation indicates that the inclusion of certain explanatory 
comments to emphasize the preservation of the attorney-client 
privilege, in responses by lawyers to audit inquiry letters, does not 
result in an audit scope limitation. The Interpretation also reminds 
auditors of the requirement in SAS No. 12 to obtain the lawyer’s 
acknowledgment of his or her responsibility to advise and consult 
with the client concerning financial statement disclosure obliga­
tions for unasserted possible claims or assessments.
The AITF of the ASB has issued a new auditing Interpretation, 
“Applying Agreed-Upon Procedures to All, or Substantially All, 
of the Elements, Accounts, or Items of a Financial Statement,” of 
SAS No. 75, Engagements to Apply Agreed-Upon Procedures to 
Specified Elements, Accounts, or Items o f a Financial Statement 
(AICPA, Professional Standards, vol. 1, AU sec. 622).
The Interpretation was developed in response to a recommenda­
tion from the AICPA’s Special Committee on Assurance Services. 
The committee had noted that the guidance in SAS No. 75 “does 
not explicitly allow the CPA to report on the application of 
agreed-upon procedures when a complete financial statement is 
presented.” Further it was not clear whether procedures could be 
performed on all, or substantially all, of the elements of a finan­
cial statement. Because SAS No. 75 was designed to permit these 
services, the AITF concluded that interpretive guidance was 
needed to clarify the standard.
The Interpretation notes that SAS No. 75, Engagements to Apply 
Agreed-Upon Procedures to Specified Elements, Accounts, or Items o f
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a Financial Statement (AICPA, Professional Standards, vol. 1, AU 
sec. 622.06) defines what constitutes a specified element, account 
or item of a financial statement (accounting information that is 
“a part of, but significantly less than, a financial statement”). In 
issuing SAS No. 75, the ASB did not intend to limit the number 
of elements, accounts or items to which agreed-upon procedures 
are applied. Procedures may be applied to all, or substantially all, 
of the elements, accounts or items of a financial statement, and 
the procedures may be as limited or as extensive as the specified 
users desire.
If a report on applying agreed-upon procedures to specific ele­
ments, accounts or items of a financial statement is presented 
along with financial statements, the accountant also should follow 
the guidance in footnote 15 in section 622 for his or her responsi­
bility pertaining to the financial statements. The interpretation is 
scheduled to appear in the November Journal of Accountancy.
The task force also amended Interpretation No. 1, “Specific pro­
cedures Performed by the Other Auditor at the Principal Auditor's 
Request,” of AU section 543, Part o f Audit Performed by Other In­
dependent Auditors. The interpretation was amended to remove 
the reference to AU section 622, when the other auditor is asked 
to report in writing to the principal auditor on the results of pro­
cedures undertaken on behalf of the principal auditor. The agreed- 
upon procedures guidance was considered to be too restrictive and 
inappropriate in the circumstances. Auditors are now advised to 
“report the findings solely for the use of the principal auditor.”
The AITF of the ASB has issued a new auditing interpretation, 
“Evaluating the Adequacy of Disclosure in Financial Statements 
Prepared on the Cash, Modified Cash, or Income Tax Basis of Ac­
counting,” of SAS No. 62, Special Reports.
The Interpretation applies to cash, modified cash and income tax 
basis presentations. It addresses the summary of significant ac­
counting policies; disclosures for financial statement items that 
are the same as, or similar to, those in GAAP statements; issues 
relating to financial statement presentation; and disclosure of 
matters not specifically identified on the face of the statements.
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The interpretation contains examples of how Other Comprehen­
sive Basis of Accounting (OCBOA) disclosures, including presen­
tation, may differ from those in GAAP financial statements.
The Interpretation states that the discussion of the basis of ac­
counting needs to include only the significant differences from 
GAAP, and that quantifying differences is not required.
If cash, modified cash or income tax basis financial statements con­
tain elements, accounts, or items for which GAAP would require dis­
closure, the statements either should provide the relevant GAAP 
disclosure or provide information that communicates the substance 
of that disclosure. Qualitative information may be substituted for 
some of the quantitative information required in a GAAP presenta­
tion. GAAP disclosure requirements that are not relevant to the mea­
surement of the element, account, or item need not be considered.
Cash, modified cash, and income tax statements should comply 
with GAAP requirements that apply to the presentation of finan­
cial statements or provide information that communicates the 
substance of those requirements. The substance of GAAP presen­
tation requirements may be communicated using qualitative in­
formation and without modifying the financial statement format. 
Several examples illustrate how this guidance may be applied.
Finally, if GAAP would require disclosure of other matters such 
as contingent liabilities, going concern, and significant risks and 
uncertainties, the auditor should consider the need for that same 
disclosure or disclosure that communicates the substance of those 
requirements. Such disclosures need not include information that 
is not relevant to the basis of accounting.
The Interpretation is scheduled to appear in the January issue of 
the Journal o f Accountancy.
Recently Issued FASB Statements
Executive Summary
• FASB Statement No. 127, Deferral o f the Effective Date o f Certain Pro­
visions o f FASB Statement No. 125.
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• FASB Statement No. 128, Earnings per Share— not applicable to 
investment companies.
• FASB Statement No. 129, Disclosure o f Information about Capital 
Structure.
• FASB Statement No. 130, Reporting Comprehensive Income.
• FASB Statement No. 131, Disclosures about Segments o f an Enterprise 
and Related Information.
FASB Statement No. 127, Deferral o f the Effective Date o f Certain 
Provisions o f FASB Statement No. 125 an amendment of FASB 
Statement No. 125 (FASB, Current Text, vol. 1, sec. F38). FASB 
Statement No. 125, Accounting for Transfers and Servicing o f Fi­
nancial Assets and Extinguishments o f Liabilities (FASB, Current 
Text, vol. 1, sec. F38), was issued in June 1996 and establishes, 
among other things, new criteria for determining whether a 
transfer of financial assets in exchange for cash or other consider­
ation should be accounted for as a sale or as a pledge of collateral 
in a secured borrowing. FASB Statement No. 125 also establishes 
new accounting requirements for pledged collateral. As issued, 
FASB Statement No. 125 is effective for all transfers and servicing 
of financial assets and extinguishments of liabilities occurring 
after December 31, 1996.
The FASB was made aware that the volume and variety of certain 
transactions and the related changes to information systems and 
accounting processes that are necessary to comply with the re­
quirements of FASB Statement No. 125 would make it extremely 
difficult, if not impossible, for some affected enterprises to apply 
the transfer and collateral provisions of FASB Statement No. 125 
to those transactions as soon as January 1, 1997. As a result, this 
Statement defers for one year the effective date (a) of paragraph 
15 of FASB Statement No. 125 and (b) for repurchase agreement, 
dollar-roll, securities lending, and similar transactions, of para­
graphs 9-12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the 
types of transactions for which the effective date of FASB State­
ment No. 125 has been deferred. It also requires that if it is not 
possible to determine whether a transfer occurring during calen-
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dar-year 1997 is part of a repurchase agreement, dollar-roll, secu­
rities lending, or similar transaction, then paragraphs 9 through 
12 of FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to be 
applied prospectively, and earlier or retroactive application is not 
permitted.
The AITF has established a task force to consider the need for spe­
cific auditing guidance to implement this new standard. The task 
force is expected to consider the issue of evidential matter to sup­
port managements assertion that a transfer of financial assets qual­
ifies as a sale under the provisions of FASB Statement No. 125. 
Specifically, the interpretation is expected to focus on the need for 
and the adequacy of a legal interpretation as evidence that the iso­
lation criteria of FASB Statement No. 125 paragraph 9(a) “...the 
transferred assets have been isolated from the transferor— put pre­
sumptively beyond the reach of the transferor and its creditors, 
even in bankruptcy or other receivership...” have been met.
FASB Statement No. 128, Earnings per Share (FASB, Current 
Text, vol. 1, sec. E 11). Paragraph no. 6 of this Statement specifi­
cally exempts investment companies covered by the AICPA Audit 
and Accounting Guide, Audits of Investment Companies, from 
its provisions.
FASB Statement No. 129, Disclosure o f Information about Capital 
Structure (FASB, Current Text, vol. 1, sec. C24) establishes stan­
dards for disclosing information about an entity’s capital struc­
ture. It applies to all entities. This Statement continues the 
previous requirements to disclose certain information about an 
entity’s capital structure found in APB Opinions No. 10, Om­
nibus Opinion-1966, and No. 15, Earnings per Share, and FASB 
Statement No. 47, Disclosure o f Long-Term Obligations (FASB, 
Current Text, vol. 1, sec. C32), for entities that were subject to the 
requirements of those standards. FASB Statement No. 129 elimi­
nates the exemption of nonpublic entities from certain disclosure 
requirements of Opinion 15 as provided by FASB Statement No. 
21, Suspension of the Reporting of Earnings per Share and Segment 
Information by Nonpublic Enterprises (FASB, Current Text, vol. 1,
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sec. E09). It supersedes specific disclosure requirements of APB 
Opinions 10 and 15 and Statement No. 47 and consolidates 
them in this Statement for ease of retrieval and for greater visibil­
ity to nonpublic entities.
This Statement is effective for financial statements for periods 
ending after December 15, 1997. It contains no change in disclo­
sure requirements for entities that were previously subject to the 
requirements of Opinions 10 and 15 and Statement 47.
Statement No. 130, Reporting Comprehensive Income establishes 
standards for reporting and display of comprehensive income and 
its components (revenues, expenses, gains, and losses) in a full set 
of general-purpose financial statements. This Statement requires 
that all items that are required to be recognized under accounting 
standards as components of comprehensive income be reported 
in a financial statement that is displayed with the same promi­
nence as other financial statements. This Statement does not re­
quire a specific format for that financial statement but requires 
that an enterprise display an amount representing total compre­
hensive income for the period in that financial statement.
This Statement requires that an enterprise (a) classify items of 
other comprehensive income by their nature in a financial state­
ment and (b) display the accumulated balance of other compre­
hensive income separately from retained earnings and additional 
paid-in capital in the equity section of a statement of financial 
position. It should be noted that investment companies rarely 
have items which would be classified as elements of “other com­
prehensive income.”
This Statement is effective for fiscal years beginning after Decem­
ber 15, 1997. Reclassification of financial statements for earlier 
periods provided for comparative purposes is required.
FASB Statement No. 131, Disclosures about Segments o f an Enter­
prise and Related Information establishes standards for the way 
that public business enterprises report information about operat­
ing segments in annual financial statements and requires that 
those enterprises report selected information about operating seg­
ments in interim financial reports issued to shareholders. It also
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establishes standards for related disclosures about products and 
services, geographic areas, and major customers. This Statement 
supersedes FASB Statement No. 14, Financial Reporting for Seg­
ments of a Business Enterprise (FASB, Current Text, vol. 1, sec. S20), 
but retains the requirement to report information about major 
customers. It amends FASB Statement No. 94, Consolidation o f All 
Majority-Owned Subsidiaries (FASB, Current Text, vol. 1, sec. 
C25), to remove the special disclosure requirements for previ­
ously unconsolidated subsidiaries.
This Statement does not apply to nonpublic business enterprises 
or to not-for-profit organizations.
This Statement requires that a public business enterprise report 
financial and descriptive information about its reportable operat­
ing segments. Operating segments are components of an enter­
prise about which separate financial information is available that 
is evaluated regularly by the chief operating decision maker in de­
ciding how to allocate resources and in assessing performance. 
Generally, financial information is required to be reported on the 
basis that it is used internally for evaluating segment performance 
and deciding how to allocate resources to segments.
This Statement requires that a public business enterprise report a 
measure of segment profit or loss, certain specific revenue and ex­
pense items, and segment assets. It requires reconciliations of total 
segment revenues, total segment profit or loss, total segment as­
sets, and other amounts disclosed for segments to corresponding 
amounts in the enterprise’s general-purpose financial statements.
It requires that all public business enterprises report information 
about the revenues derived from the enterprise’s products or ser­
vices (or groups of similar products and services), about the coun­
tries in which the enterprise earns revenues and holds assets, and 
about major customers regardless of whether that information is 
used in making operating decisions. However, this Statement 
does not require an enterprise to report information that is not 
prepared for internal use if reporting it would be impracticable.
This Statement also requires that a public business enterprise re­
port descriptive information about the way that the operating
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segments were determined, the products and services provided by 
the operating segments, differences between the measurements 
used in reporting segment information and those used in the en­
terprise's general-purpose financial statements, and changes in the 
measurement of segment amounts from period to period.
This Statement is effective for financial statements for periods be­
ginning after December 15, 1997. In the initial year of applica­
tion, comparative information for earlier years is to be restated. 
This Statement need not be applied to interim financial state­
ments in the initial year of its application, but comparative infor­
mation for interim periods in the initial year of application is to 
be reported in financial statements for interim periods in the sec­
ond year of application.
Revised AICPA Investment Companies Audit Guide
The Accounting Standards Executive Committee (AcSEC) of the 
AICPA has approved for exposure a revised AICPA Audit and Ac­
counting Guide, Investment Companies and submitted the draft to 
the FASB for clearance. Once the FASB has cleared the draft it will 
be exposed for a 90 day comment period. Announcements relating 
to the issuance of the exposure draft will appear in The CPA Letter.
Among other areas, the new Guide would address the following 
accounting and reporting issues:
• Accounting for premiums and discounts on fixed income 
securities;
• Accounting for so-called “excess” expense reimbursement 
plans;
• Accounting for offering costs by unit investment trusts 
(UITs);
• Accounting for advisor contributions to funds resulting 
from losses due to unforeseen circumstances or transac­
tions violating fund investment restrictions;
• Streamlining of the schedule of investments included in 
shareholder reports;
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• Simplifying the presentation of an investment company’s 
capital structure and dividends beyond the requirements of 
AICPA SOP 93-2.
In addition, the new Guide makes a more precise distinction be­
tween reporting requirements under GAAP and SEC regulation and 
codifies existing financial reporting practice for such complex fund 
structures as multiple-class shares and mater-feeder environments.
Proposed Start-up Cost SOP
The AICPA is currently considering the final issuance of an SOP, 
“Reporting on the Costs of Start-up Activities.” An exposure 
draft of the SOP, dated April 22, 1997, would require that all 
“start-up” costs, as defined in the Statement, be immediately ex­
pensed as incurred, and that existing capitalized “start-up” costs 
be expensed as a “cumulative effect” adjustment upon adoption 
of the SOP. Capitalization of organization costs would be more 
strictly limited under the exposure draft, and the AICPA specifi­
cally requested comment as to whether organization costs should 
be included under the SOP's scope and subject to its provisions 
(including immediate expensing as incurred). It is expected that a 
final SOP will be issued by the end of 1997.
AICPA Audit and Accounting Literature 
Audit and Accounting Guide
The current version of the AICPA Audit and Accounting Guide 
Investment Companies is available through the AICPA loose-leaf 
subscription service. In the loose-leaf service, conforming 
changes (those necessitated by the issuance of new authoritative 
pronouncements) and other minor changes that do not require 
due process are incorporated periodically. Paperback editions of 
the Guides as they appear in the service are printed annually.
Investment Companies Financial Reporting Checklist
The AICPA has published a revised version of Checklists Supplement 
and Illustrative Financial Statements for Construction Contractors as a
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tool for preparers and reviewers of financial statements of con­
struction contractors.
Information Sources
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
in the table at the end of this document. Many nongovernment 
and some government publications and services involve a charge 
or membership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine, others 
allow users to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Electronic bulletin board services allow users to read, copy, and 
exchange information electronically. Most are available using a 
modem and standard communications software. Some bulletin 
board services are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed 
in bauds per second (bps), are listed data lines.
This Audit Risk Alert replaces Investment Companies Industry 
Developments— 1996/97.
Practitioners should also be aware of the economic, industry, reg­
ulatory, and professional developments described in Audit Risk 
Alert 1997/98 and Compilation and Review Alert 1997/98, which 
may be obtained by calling the AICPA Order Department at the 
number on the following page and asking for product no. 022202 
(audit) or 060681 (compilation and review).
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APPENDIX
Sample Management Letter Comments 
for the Year 2000 Issue
The following is illustrative language that auditors may want to add to
their management letter regarding the year 2000 issue:
On January 1, 2000, information technology experts believe 
that many application systems will fail as a result of erroneous 
calculations and data integrity problems. The situation, com­
monly known as the year 2000 issue, will occur because many 
computers cannot process date information beyond December 
31, 1999. That is because many application software products 
(both commercial and in-house-developed legacy systems) were 
originally designed to accommodate only a two-digit date posi­
tion to represent the year (for example, 95 for the year 1995).
The company must devote the necessary resources to evaluate its 
systems and make them year 2000 compliant. This will ensure 
that the systems will be able to process date information on and 
after January 1, 2000.
We recommend that you modify all applications, particularly 
mission-critical applications, by December 31, 1998, to allow 
for complete testing before January 1, 2000. If the company is 
not year 2000 compliant by January 1, 2000, it may experience 
costly and significant application program failures that could 
prevent it from performing its normal processing activities. De­
pending on the extent of system failures, noncompliance may 
also affect the audit of the December 3 1 ,  1999 financial state­
ments and, in extreme situations, could have catastrophic fi­
nancial consequences for the company.
Also, the company should consider implementing additional verifica­
tion procedures to test the accuracy of information received from its 
vendors, bankers, customers, and other third party organizations with 
whom you exchange date-dependent information because these orga­
nizations also must become year 2000 compliant. The Company 
should satisfy itself that vendors, customers and other third party or­
ganizations will not experience problems relating to the year 2000 
issue that could affect the Company’s sales or purchases.
53
022206
